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How does the US economy affect China’s? While much had been written about the decoupling 
between developed and the emerging economies, one scholar has put forward a contrarian view. 
Fuwei Jiang, a PhD student in finance at Singapore Management University's (SMU) Lee Kong 
Chian School of Business, argues that since China entered the World Trade Organisation (WTO) 
in 2001, there has been a closer coupling between these two economies and, in turn, their stock 
market performances. Specifically, US economic variables, when used in conjunction with China 
economic variables achieve better return forecasts for the Chinese stock market. 
Jiang presented his work at a tripartite conference jointly organised by SMU's Sim Kee Boon 
Institute for Financial Economics, Hiroshima University, and the Hiroshima University of 
Economics. Already, his research had recently won the Chinese Finance Association Best Paper 
Award on Chinese Capital Market. 
Performance, before and after 
“Both theoretical and empirical data suggests co-movement among mature stock markets,” said 
Jiang. Emerging stock markets also demonstrate a level of integration through the relationship 
between their returns, with factors such as trade and financial system openness, country-specific 
risks and the degree of financial development affecting how closely markets that are 
economically linked, move together. 
Prior to China’s accession to the WTO, studies focusing on market data prior to 2001 indicate 
that there was little relationship between the US and Chinese stock markets. However, recent 
studies that include post 2001 data indicate that there has been a closer correlation between 
both markets’ performance. This may be due to an accelerating expansion of international trade 
for China and the high levels of foreign direct investment into the country. 
Using a predictive regression model, Jiang examined the aggregate Chinese stock market and 
the monthly returns of 13 industries, which are agriculture, mining, manufacturing, retail, real 
estate, media, construction, finance, services, transportation, infrastructure, information 
technology, utilities and conglomerates, using data up to end 2008. 
He used 14 US economic variables, which are popular US aggregate stock market predictors 
used by Goyal and Welch (2008) including dividend-payout ratios, earnings-price ratios, 
variance, term spreads, default spreads, both long term and short term treasury yield and 
returns, and inflation to forecast the Chinese stock market returns. He also adopted nine China 
economic variables, which are a subset of Goyal and Welch's variables. 
To test his model, Jiang used the t-statistic for in-sample tests and Campbell and 
Thomson’s R2 for out-of-sample tests. The coefficient of determination, R2, is the proportion of 
variability in a data set that is accounted for by the statistical model. He also measured utility 
gains to determine how useful these variables are in forecasting, and the value added to the 
returns. 
Using just the 14 US economic variables, the in-sample univariate forecasting resulted in a 
significant increase in R2 for the 13 industries and the broader market. R2for the aggregate 
market rose to 4.64 per cent, compared to 0.55 per cent for the period prior to China's WTO 
membership. While there was a general improvement in R2, except for the agricultural sector, the 
improvement was not uniform. “Different industries integrate with the US market to different 
extents”, explained Jiang. 
To isolate the effects of the US economic variables, Jiang compared the return predictability from 
the China economic variables before and after China joined the WTO. He found that there was 
no significant change in the prediction powers of these variables. In both periods, these variables 
had almost the same magnitude of predictive ability on the aggregate China stock market return. 
West meets East  
Predictability was further enhanced when using the China economic variables in conjunction with 
the US ones. For this, Jiang employed the Principle Components forecast, following which 
the R2 was at 30.33 per cent. 
Testing the hypothesis outside of the data sample, Jiang noted a R2 improvement, growing from 
the benchmark's 3.72 per cent to 6.65 per cent. Improvements were also noted for individual 
industries. 
To evaluate the economic value of these findings for the purposes of asset allocation, the utility 
gain and Sharpe ratio gain were measured for a mean-variance investor with a risk-averse 
coefficient of five. This investor is one who allocates to both risky Chinese stocks and risk-free 
treasury bills each month. The utility gains for this investor who used both the Chinese and US 
economic variables was 8.78 per cent, with a Sharpe ratio gain of 0.07. 
Both gains indicate that there is value to incorporating Chinese and US economic variables into 
market forecasts. The high utility gain implies that it is worthwhile for an investor to pay a 
management fee to a fund manager up to 8.78 per cent if the manager was able to incorporate 
both sets of economic variables into his asset allocation, relative to a manager who only used the 
Chinese economic variables. 
From his study, Jiang concluded, “Although the US economic variables are not useful in 
predicting the Chinese stock market before China joined the WTO, they provide significant 
predictability after China joined the WTO.” This suggests the growing importance of global 
economic information in forecasting the value of the Chinese stock market. 
 
